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INFLUENCE OF CREDIT AND MONETARY MEASURES
ON ECONOMIC STABILITY
1
Credit and monetary measures influence
economic activity and prices initially through
effects on the availability, cost, and volume
of credit. Their force, however, extends
beyond lenders and borrowers. It is re-
flected in the quantity of money, in the
market value and liquidity of assets, and in
the over-all liquidity of the economy. Ulti-
mately, it is reflected in the spending and
saving decisions of income receivers and of
holders of cash balances and other assets.
The first article in this series provided a
brief description of the nature of money, of
the processes by which changes occur in the
quantity of money, and of the reserve bank-
ing measures that influence expansion of the
money supply. In the present article, the
discussion is pursued further to consider the
ways by which reserve banking action affects
the lending and investment decisions of com-
mercial banks and other lenders, alters the
decisions of borrowers, and influences the
lending, spending, and saving of all sectors
of the economy. The discussion deals only
with the mechanism by which credit and
monetary measures affect the tempo of eco-
nomic activity and thus contribute to stable
economic progress.
1 This is the second of a series of articles considering the
operation of credit and monetary policy in the United States.
These articles are based on selected replies submitted early
in 1952 by the Board of Governors of the Federal Reserve
System to a questionnaire from the Subcommittee on Gen-
eral Credit Control and Debt Management of the Con-
gressional Joint Committee on the Economic Report. The
material selected has been modified and expanded in order
to bring it up to date and to fill gaps in content resulting
from the fact that the original material was organized in
reply to definite questions.
Preparation of the articles is under the direction of Ralph
A. Young, Director of the Division of Research and Statistics.
SOME GENERAL OBSERVATIONS
Credit and monetary measures have wide-
spread effects in encouraging or discouraging
expenditures. A general tightening of credit
has its most direct effect in restricting the
amount of spending with borrowed funds.
Credit restraint also curbs the expansion of
money, and so limits increases in the amount
of cash balances held by individuals, busi-
nesses, and other spending groups.
Credit restraint, moreover, has important
deterrent effects on spending out of existing
cash balances and from funds obtained by
the sale of assets, where no credit granting
and no money creation are involved. These
are indirect effects which come about in a
number of ways. There may be a dampen-
ing of too optimistic expectations of busi-
nesses and consumers. A rise in interest
rates produced by credit tightening will tend
to reduce the value of capital assets, a de-
velopment that will discourage some new in-
vestment in construction and in producers'
equipment. Consumers and businesses may
decide to save more, either because they are
less sure that credit will be available for
possible emergencies or to ensure fulfillment
of future plans, or because the interest re-
turn on savings has become more attractive.
Easing of credit, on the other hand, tends
to have opposite effects. It encourages spend-
ing with borrowed money. It also stimulates
greater spending out of current income and
past savings. Credit easing does this by
promoting the belief that prices of goods will
rise, by reducing interest rates and thereby
both lowering the cost of borrowing and
stimulating a rise in capital values, and by
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making it less necessary and less profitable
for businesses and consumers to save.
Whether a tightening or an easing of credit
will find a response in the demand for credit
depends on the existence of a fringe of bor-
rowing or potential borrowing. That is,
greater difficulty in obtaining credit or in-
creased cost of credit influences decisions of
borrowers by deterring them from using
credit for investments with marginal profit-
ability or for consumption of marginal use-
fulness. It may also deter borrowers from
using as much credit for other purposes as
might have seemed profitable or useful had
credit conditions remained unchanged. In a
boom period, when credit is in great demand,
there is always fringe borrowing which can
be cut out either by greater selectivity in lend-
ing or by higher interest costs. If an easing
of credit is to stimulate borrowing in a period
of business recession, there must be a similar
fringe of potential borrowing which will
become effective when credit is more readily
available and cheaper. Under most condi-
tions such a fringe exists, and an easing of
credit will stimulate borrowing in amounts
or for purposes that were previously not re-
garded as profitable or useful, and for pur-
poses for which credit could not previously
be obtained.
This fringe of potential borrowing, how-
ever, may be very limited under special cir-
cumstances. In a period of inflationary
boom, investment in plant and equipment
(productive capacity) and in housing and
purchases of durable goods may proceed so
rapidly, unless checked somewhat, that fu-
ture needs will be too far anticipated. Then,
in case of a serious business downturn, many
activities involving credit that would ordi-
narily have been greatly stimulated by an
easing of credit may not respond, because
for the time being the demand for them has
already been filled in the previous boom.
Other potential borrowers may feel so dis-
couraged about profit possibilities as a result
of the downturn that they too will not bor-
row, however cheaply and readily credit may
be available. Once such conditions and
attitudes have developed, the immediate ef-
fect of an easing of credit will be limited,
although such an easing is still an essential
measure in setting the stage for ultimate re-
covery. The ability to combat a recession
with credit and monetary action, therefore,
depends in large part on the extent to which
restrictive credit action has been taken in the
preceding boom, as well as on how early and
aggressively easing action occurs after a
downturn.
A general tightening of credit results from
a reduction in the availability of credit rela-
tive to the demand for it. Such tightening
may develop because the supply of credit
has contracted without a corresponding re-
duction in demand, because the demand for
credit has increased without a correspond-
ing increase in supply, or from some combi-
nation of these. In a boom period, demand
for credit typically increases and credit con-
ditions tend to tighten even though there is
an actual increase in the volume of credit
granted. In order to keep credit from tight-
ening under such conditions, reserve bank-
ing policy would need to permit the total
credit and monetary base to expand at the
pace set by the progress of the boom, regard-
less of the inflationary or other unsound
developments that might be occurring.
A general easing of credit results from an
increase in the supply of credit relative to
the demand for it. Easier credit conditions
may generally be expected to develop in a
period of economic recession, except when
there are banking difficulties or extreme
pressures for liquidity on the part of con-
sumers and businesses. Credit and monetary
policy in such a period should encourage the
development of easier credit conditions.
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EFFECT ON LENDERS
A general tightening or easing of credit
affects lenders in all sectors of the credit
market, from short- to long-term. In the
short- and intermediate-term sectors of the
market, the major suppliers of funds are the
commercial banks. Expansion or contrac-
tion of their loans and investments tends to
expand or contract the volume of money.
There are, however, many other lenders that
supply a substantial volume of short- and
intermediate-term credit through the invest-
ment in prime-grade marketable paper of
cash balances not needed for current expendi-
tures and of secondary reserve funds. The
volume of such investment varies with the at-
tractiveness of the interest return. The sup-
ply of bank credit is dependent on bank re-
serve positions, which in turn may be
tightened or eased by reserve banking actions,
as was explained in the first article of this
series. The total supply of short-term credit
is thus highly flexible.
In the market for long-term credit, the
supply of funds is related to the volume of
saving. Major lenders in this market, in
addition to individuals, are insurance com-
panies, savings banks, savings and loan asso-
ciations, public and private pension funds,
and nonprofit institutions. Commercial
banks, although primarily short-term and
intermediate-term lenders, also invest their
time deposits in real estate loans and in
long-term corporate, Federal, and State and
local government securities. The supply of
investment funds is relatively fixed at any
time and does not adjust quickly to changes
in demand. In a period of boom, however,
increased demand for long-term credit tends
to spill over into the short-term credit
market, and in a period of recession lack of
long-term credit demand may induce invest-
ment funds to seek short-term outlets. Con-
ditions of availability and cost of short-term
and long-term credit thus are constantly in-
teracting. Moreover, the lending and invest-
ing activities of commercial banks bridge
the markets and help to link them together.
Commercial banks. Individual commer-
cial banks obtain funds primarily from the
deposits of working balances and savings of
individuals and businesses. For the banking
system as a whole, however, most of the de-
posits result from credits extended by banks.
Commercial banks as a group can expand
their credits only to the extent that they
have or can obtain the reserves needed to
support the resulting growth in deposits.
The availability of reserves is directly sub-
ject to Federal Reserve influence. Aside from
a gold inflow or a return of currency from
circulation, which can usually be counter-
acted by reserve banking action, and except
for certain temporary technical factors, the
volume of bank reserves can be increased
only by bank borrowing at the Reserve Banks
or through open market purchases of securi-
ties by the Federal Reserve.
Commercial banks consider borrowing a
temporary expedient. They do not like to
be long in debt. Individual banks can get
additional funds to lend by selling Govern-
ment or other securities or by permitting
maturing issues to run off. As a group, how-
ever, banks cannot expand their total sup-
ply of loanable funds in this way except when
such paper is being bought by the Federal
Reserve System. Unless the Federal Reserve
is buying securities and thereby supplying
reserves, reduction in security holdings by one
or more banks will normally draw reserves
from other banks and no net addition to re-
serves will occur. An attempt by banks as a
group to obtain additional reserves by selling
securities, or by allowing maturing issues to
run oflf, will increase the supply of short-term
paper for sale in the market, thus lowering
prices and raising yields on such paper. Sim-
MARCH 1953 221
Federal Reserve Bulletin: March 1953INFLUENCE OF CREDIT AND MONETARY MEASURES ON ECONOMIC STABILITY
ilar market pressure may result if banks draw
upon balances with correspondents or call
loans made in central credit markets in order
to build up reserves.
At the lower prices and higher yields, Gov-
ernment and other short-term securities will
be more attractive. Nonbank investors may
be induced to buy more of them, using tem-
porarily idle deposit balances. Sales of short-
term paper by banks to nonbank investors
and the use by banks of the proceeds to make
loans will shift the ownership of deposits and
may increase the activity of existing deposits,
but such sales will not increase total bank
reserves so as to permit an increase in total
bank credit and deposits.
With prices lower and yields higher on
short-term paper, banks are less likely to re-
duce their holdings of secondary reserve as-
sets, notably short-term Government issues.
Some banks may continue to do so, but others
will stop selling or may buy. In the aggre-
gate, the secondary reserve position of banks
will tend to stabilize. This development is
brought about in several ways. Many banks
and other potential lenders are reluctant to
sell securities at a loss. As the potential loss
becomes greater, this reluctance deepens.
Rising yields on short-term paper, moreover,
make the credit outlook uncertain, and this
uncertainty, together with the fact of po-
tential losses on the sale of paper held, makes
the secondary reserve positions of banks less
satisfactory to bank managements. Hence,
holdings of liquid assets that were previously
viewed as adequate or even more than ade-
quate come to be viewed with concern. The
result is a greater unwillingness on the part
of bank managers to reduce holdings of liq-
uid securities in order to make more loans.
The key fact is that with a tightening in the
credit situation banks cannot count with as
much certainty on the ready availability of
additional reserve funds and will therefore
tend to be more restrictive in their lending
practices and standards. This restraint both
reflects and is a part of the process of credit
tightening. As the credit and monetary cli-
mate thus changes, bankers will modify their
expectations about the general outlook for
business and commodity prices. Applications
for loans, particularly inventory loans, will
be more carefully screened. Businesses which
obtain credit to accumulate inventories will
be under pressure from their bankers to keep
inventories more closely in line with actual
requirements. Bankers will also bring pres-
sure for repayment on many borrowers with
outstanding obligations. In general, they
will be alert to find reasons for refusing
credit requests or not meeting them fully and
for accelerating repayment of outstanding
loans, rather than eager to extend credit.
When credit conditions ease, more and
more banks will free themselves from bor-
rowing and, as reserves accumulate in excess
of working requirements, they will become
more aggressive in competing for loans and
marketable paper. Other lenders and in-
vestors will also be under pressure to keep
their funds employed. This change in the
credit situation will find prompt response in
declining yields in all sectors of the market.
Uses of credit that under conditions of credit
tightness were postponed or not cultivated
by lenders will be promoted by them under
conditions of credit ease.
Lenders and investors in long-term mar-
ket. A tightening in credit and the accom-
panying increase in interest rates will signifi-
cantly affect lenders and investors who op-
erate primarily in the long-term credit
market, including life insurance companies,
mutual savings banks, savings and loan asso-
ciations, and pension funds. They will be-
come less willing to make any but the best
grade loans and investments. They will
generally exercise greater caution in accept-
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ing marginal applications for credit.
In part this change in attitude reflects the
declining value of assets associated with ris-
ing interest rates. All income-producing as-
sets yielding a fixed rate of return tend to
decline in price when market rates of interest
rise. This is true because they are valued in
the market on the basis of expected returns,
capitalized at the appropriate current rate of
interest including allowance for risk. It is
easy to see this relationship in the case of
prime-risk securities, since their market value
changes only with changes in interest rates;
when interest rates rise, the value of such se-
curities correspondingly declines. Actually
the decline can be even more marked in the
case of securities or other income-yielding
assets of lesser grade. As interest rates in-
crease, investors become less optimistic about
the business outlook and therefore change
their appraisals of risk positions. Such
changes in appraisals of risk, combined with
the general increase in interest rates, will re-
sult in an even greater decline in value for
lesser grade securities than for prime assets.
Thus in a period of tightening credit, long-
term lenders and investors, while at first at-
tracted by the higher yields available on as-
sets of less than top grade, gradually become
more restrictive and selective. They become
less willing to sell prime securities to acquire
higher-yielding but more risky assets, partly
because they can sell the prime securities only
at a loss, which they hesitate to accept. They
also become more interested in retaining in
or adding to their portfolios the more liquid
types of assets, because of concern about the
decline in the market value of their entire
investment portfolio and the general uncer-
tainty about future developments. In addi-
tion, the higher interest rates on these more
liquid assets in a period of tightening credit
come closer to providing the average interest
rate which institutional lenders must obtain
on their earning assets in order to meet con-
tracts with their own creditors.
In recent decades the flow of savings to
nonbank institutional lenders, particularly in-
surance companies, has been increasing rap-
idly and the size of the investment problem
of these lenders has grown accordingly. In
order to ensure the ready placement of funds
regularly becoming available for investment
from new savings and from repayment of old
loans, the major savings institutions have de-
veloped techniques for committing their
funds in advance to corporate, mortgage, and
other borrowers. Such commitments make
it possible for potential borrowers to proceed
with projects which they might not under-
take without assurance of financing on satis-
factory terms. But nonbank lenders will hesi-
tate to commit themselves beyond the funds
they expect to have coming in if they fear
that interest rates may rise in the near future
and that they may therefore have to sell se-
curities at a loss to meet future commitments.
As a result, when credit is tightening, some
proposed projects requiring long-term credit
may be deferred because a financing commit-
ment cannot be arranged.
When interest rates decline, investors in the
long-term market will find their positions
more liquid. The yields available on high-
grade securities will fall and the prices of
such securities will rise. This development
in itself will encourage long-term lenders to
extend investment into areas with more at-
tractive rates of return. Moreover, if institu-
tional lenders are quite certain that interest
rates will fall and that prices of high-grade
securities will rise, they will be willing to
commit themselves to future lending that
will require the sale of high-grade securities,
in order to make loans with a more attrac-
tive interest return.
Underwriters and security dealers are im-
portant in the money and capital market, and
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their responses to credit tightness in turn af-
fect the availability of credit. They are par-
ticularly sensitive to changes in interest rates
because they customarily carry a large inven-
tory of securities in the process of distribu-
tion. They risk large losses if they are hold-
ing large amounts of securities in a period of
rising interest rates, since they may not be
able to sell them except below cost or may
have to carry the securities for some time on
borrowed money. Thus underwriters and
dealers may be expected to carry securities
less readily and hence to discourage security
flotations while interest rates are adjusting to
higher levels. When yields are stable or are
expected to fall, they will be more likely to
encourage such flotations.
EFFECT ON BORROWERS
Restraint on borrowing exerted by tighten-
ing credit results in part, as already explained,
from the increased difficulty of finding lend-
ers and obtaining loans. It also results in
part from the influence on the borrower of
higher interest costs and from his greater
uncertainty about future credit and business
developments.
Borrowers for business investment.
Much business is done on the basis of being
able to borrow capital at rates of interest
lower than the return that is expected to be
obtained on the use of that capital. These
margins will be affected by changes in in-
terest rates and by changes in the profitability
of the businesses concerned. Each change,
though small, may influence borrowing for
which the profit margin is narrow, while not
affecting the bulk of economic enterprise.
Such small effects, however, help to main-
tain economic balance.
The sensitivity of business borrowers to
changes in interest rates varies widely, how-
ever. In certain fields of long-term invest-
ment, such as industrial and commercial
construction, public utilities, and railroads
(which are large and important fields), in-
terest costs are particularly significant. In
such fields comparatively small increases in
interest rates can have a substantial effect in
postponing the demand for capital. Even in
other fields where interest costs are less im-
portant, fringe borrowers may be deterred
from borrowing when interest rates rise,
while other borrowers may decide to get
along with less credit. The higher that long-
term rates become, and the more likely that
this condition is temporary, the greater will
be the tendency for long-term borrowers to
postpone investment expenditures because
they expect to be able to borrow later at
considerably lower interest costs.
An increase in interest rates does more than
just affect the cost of credit to borrowers. It
also reduces the market value of existing as-
sets unless the actual or expected earnings on
these assets rise, since earnings are capitalized
at a higher rate of interest.
2 The liquidity
position of all asset holders is adversely af-
fected by this development, and their will-
ingness to undertake new long-term com-
mitments may be influenced.
A rise in interest rates also influences
the utilization of productive resources, di-
2 In a highly developed economy such as the United States,
the volume of accumulated capital assets is very great in
relation to current income. Small percentage changes in the
value of such assets involve large dollar amounts. In a re-
cent study by Raymond W. Goldsmith, which is in process of
publication, it is estimated that for the 145-year period 1805-
1950 the average yearly rate of growth of reproducible tan-
gible wealth in the United States was about 4% per cent,
or about 2 per cent on a per capita basis. At the end of
1948 reproducible tangible wealth owned by individuals,
businesses, and farmers was valued at approximately 600 bil-
lion dollars. Although not all of this represents assets whose
value is directly affected by changes in interest rates, the
figure serves to give some idea of the magnitude of repro-
ducible assets involved. In addition, values of income-pro-
ducing lands are affected, as are values of negotiable claims
not represented by real assets. The study referred to is part
of a comprehensive inquiry into savings and investment in
the American economy, financed by a grant of funds from
the Insurance Companies Investment Research Committee,
with the joint participation of the two associations of life
insurance companies.
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recting some activity away from produc-
tion of long-lived, slowly depreciating
capital goods and thereby freeing resources
for an immediate increase in output
of consumption goods and of producers'
equipment to make consumption goods.
3 An
interest rate increase has this effect both by
increasing the cost of long-term borrowing
and by changing the relationship between
prices of existing capital assets and the cost
of producing new assets. In the fixed capital
area these changes, together with changes
in the outlook for profits and risks due to
the altered credit and monetary situation,
shift the balance of business decisions toward
holding or buying old assets, and adapting
old assets to new uses, rather than buying
new ones.
How the changed relationship between
prices of existing capital assets and costs of
producing new ones occurs is illustrated be-
low. The illustration pertains to hypothet-
ical office buildings with a net income from
rent of $100,000 a year.
Estimated cost of constructing
new building $1,500,000
Capitalized market value of
existing building with earn-
ings from rent (net of all
current costs and deprecia-
tion) of $100,000:
If the current interest rate,
with allowance for risk,
is 6 per cent 1,666,667
If the current interest rate,
with allowance for risk,
is 7 per cent 1,428,571
3 Accelerated tax amortization for a capital good shortens
the book life of the capital asset and reduces the period of
borrowing that may be involved in its purchase. Long-lived
capital goods may thus be made, in effect, more equivalent
to shorter-lived producers' equipment, both from the stand-
point of the effects of credit tightness on their purchase and
from the standpoint of the obsolescence risk involved.
If the current interest rate for such invest-
ment, with allowance for risk, were 6 per
cent, the capitalized value of the existing
property would be more than the cost of con-
structing a new building with the same earn-
ing prospects. An investor in this type of
real estate, instead of buying an existing
building, would build a new structure, other
things being equal. If, on the other hand,
the relevant interest rate were 7 per cent, the
decision would go the other way.
Business borrowers in the short-term mar-
ket may also be greatly influenced by changes
in credit conditions. Inventory accumulation
is normally financed in substantial part by
short-term credit. When businesses have
been building up inventory positions, a tight-
ening in the credit and monetary situation
removes some of the incentives for inventory
accumulation. Uncertainty with respect to
the possibility of renewing the credit, more-
over, increases the possibility that inventory
holdings may have to be sold under unfavor-
able market circumstances. This deters par-
ticularly inventory accumulations of a purely
speculative variety.
Lower interest rates, through their effects
on costs, capital values, and business anticipa-
tions, will encourage borrowers to make ad-
ditions to physical property and also to ac-
cumulate inventory.
Consumer borrowers. Use of credit by
consumers is not subject to direct restriction
by higher interest rates in the credit market.
Consumer credits are generally extended on
fairly standardized terms and at relatively
high and inflexible credit charges. The rates
paid for money at wholesale by the institu-
tions that lend to consumers is only one of a
number of important costs elements in the
credit charge to consumers at retail. Thus
changes in interest rates in the credit market
have a less than corresponding effect on the
charge for credit to consumers. Nevertheless,
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the interest cost is one important element in
lenders' cost, and general credit tightness
or ease tends to be transmitted to consumer
credit through its influence on the strictness
or leniency of credit standards applied by
consumer-credit-granting institutions. Alter-
ation of credit standards is a method by which
lenders in this area control other important
elements of their costs, namely, collection
costs and losses by default. Because of the
nature of the consumer credit market, selec-
tive credit regulation has been used in this
field during emergency periods.
Residential mortgage credit. Mortgage
borrowing for house purchases is consider-
ably affected by increases in interest rates.
Borrowing to buy houses is typically long-
term and on an instalment-repayment basis.
An increase in the interest rate, which adds
to the monthly mortgage payment, raises the
attractiveness of rental housing compared
with ownership. Total spending for houses
may thus be reduced, as some buyers are dis-
couraged altogether and others are induced
to buy cheaper houses. The effect of this on
economic activity is felt most directly through
the market for new houses. The size of the
monthly payment on a mortgage, however,
reflects the length of the borrowing term as
well as the interest rate. By lengthening the
period of mortgage repayment the restrictive
effect in the housing sector of an increase in
interest rates may be largely offset. It is, con-
sequently, highly important to avoid en-
couragement of longer mortgage maturities
during a period of boom when credit tight-
ness is being relied on to maintain economic
stability and hold down inflationary pres-
sures. The tendencies described, of course,
work in reverse to stimulate house purchases
during a period of recession.
Investors and traders in corporate stock.
The direct effect of changes in interest rates
on demand for credit to finance purchases of
corporate stocks depends largely on what is
happening in the stock market. When stock
prices are stable, credit tends to be used by
regular investors and professional traders who
deal in lots of substantial size and expect only
small unit profits. Credit demand for such
transactions may be sensitive to interest rates,
since the increased cost of higher rates may
wipe out profits, while lower rates will tend
to add to profits. On the other hand, when
stock prices are rising or declining under the
impact of speculative pressures, the expecta-
tion of quick capital gains may be so strong
as to make borrowing costs a matter of dis-
tinctly secondary importance. In such cir-
cumstances, selective credit regulation of mar-
gin requirements on loans to purchase or
carry stocks can aid in restraining credit
expansion in this area.
Tighter or easier credit conditions may in-
directly affect borrowing on stocks through
their influence on the pace of economic ac-
tivity. The willingness of individuals to buy
and hold stocks, both outright and on credit,
is necessarily related to their judgments of
business developments and prospects.
EFFECT ON SAVING
Changes in credit conditions and concom-
itant changes in interest rates will affect the
volume of savings. If some groups in the
economy increase their savings, an increase
can take place in investment expenditures,
or in consumption expenditures financed
by borrowing or by drawing down asset
holdings, without resulting in an increase
in the total demand in the economy.
To trace the effects on saving of a tighten-
ing or easing of credit and the accompanying
changes in interest rates requires a many-
sided approach. To begin with, one needs
to have in mind some facts about the term
"saving" as it is generally used. First of all,
saving may be done not only by individuals
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(including unincorporated businesses) but
also by corporations and certain other insti-
tutional forms in the economy. Second, and
more important, the aggregate volume of in-
dividual or other saving in any period is a
total of the experiences of all who saved in
the period, minus the total of all who con-
sumed, or distributed as dividends, more than
their incomes—that is, dissaved—by borrow-
ing or by drawing on accumulated assets.
Third, there are many forms of saving, or
rather many uses of saving, and they vary in
their response to credit tightening or ease and
in their economic effects. In a discussion of
how saving is affected by changes in credit
conditions, each of these points must be
considered.
For saving by individuals, credit tightness
and a rise in interest rates, for example, may
set up several cross currents of response.
Some individuals save for the purpose of
building up assets that will provide a retire-
ment income of a certain size. As long-term
interest rates rise, the amount of saving re-
quired for such an income declines. Such
savers can reduce their saving and still meet
their needs, if they choose to do so. On the
other hand, some individuals are concerned
about the current return and will save more
when a more attractive return is available. It
is not easy to establish where the balance of
these motivations may be.
It is not necessary, however, that those who
save increase their total saving in order to
have an increase in the aggregate of personal
saving. An increase in the aggregate of
saving may be achieved by a reduction in the
volume of dissaving—that is, a reduction in
the extent to which consumption is financed
by using past savings or by borrowing.
Here the effect of a tightening credit policy
is clearer. First, since credit is less readily
available, the amount of dissaving with bor-
rowed funds will be reduced from what it
would otherwise have been. Second, dissav-
ing through the use of previous savings will
also be discouraged, depending on the form
in which such savings are held. For savings
held in marketable bonds and many other
noncash assets, a decline in market values will
accompany the general rise in interest rates.
The sacrifice of principal involved in liquida-
tion of these savings will deter dissaving of
this kind. Dissaving through the use of past
savings held in savings accounts or in other
liquid forms will be less penalized. For
some types, however, the current interest re-
turn will rise with the general advance in
interest rates and thus the accumulated sav-
ings will be more attractive to keep.
Another important consideration when
credit conditions are tightening is that dissav-
ing of any kind will be discouraged, and sav-
ing encouraged, by the fact that action to
restrict the availability of credit is being taken
for the purpose of restraining speculative and
inflationary trends. There will be less in-
centive to hedge against advancing prices by
buying in anticipation of such advances. The
fact that measures are being taken to tighten
credit and to curb monetary expansion will
in itself reduce the likelihood of rising prices
and lessen the incentive of individuals to buy
goods ahead of needs. Also, overly optimistic
expectations as to future income, other than
from interest, will be tempered, and saving
will be encouraged as a matter of prudent
management of personal finances.
A business corporation saves when it pays
out less in dividends in any period than it
makes in profits. Dissaving occurs when
losses are sustained or when more is dis-
tributed in dividends than is made in profits.
Total corporate saving over any period is
equal to the sum of all such saving minus
all such dissaving. Again taking the situ-
ation of credit tightening, corporations that
plan to expand plant and equipment are
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likely to be more cautious in their dividend
policies (save more) in order to ensure that
funds will be available for such outlays.
Because availability of credit is uncertain,
other corporations will be inclined to hold
larger cash balances rather than to increase
dividends—on the chance that an emergency
or a profit possibility requiring cash might
develop.
Savings may be held or used in many dif-
ferent ways. Personal savings, for example,
may be invested in capital assets, either di-
rectly, such as in houses or individual busi-
ness enterprises, or indirectly, such as in cor-
porate stocks or bonds. Savings may be held
as accumulated cash balances in demand de-
posit accounts or as currency holdings. They
may be channeled into savings institutions
through increased ownership of savings de-
posits or shares, or through the building up
of claims in pension funds, annuities, or life
insurance. Savings may also be kept in sav-
ings bonds or other Government securities.
The form in which savers wish to hold
savings, current or past, is of great importance
for economic stability. A policy of credit
and monetary restraint, for instance, can in-
fluence the decisions of many savers, both
individuals and corporations, to invest new
savings in such dollar claims as savings de-
posits or Government securities and to keep
old savings in that form. Yields on these in-
vestments tend to become more attractive.
At the same time the desire to invest in goods
in order to beat price increases is reduced be-
cause the expectation of price increases, par-
ticularly of capital goods, is lessened. Holders
of certain liquid savings, such as bonds, are
discouraged from liquidating them to invest
elsewhere by the fact that the selling prices
of the bonds decline with increasing interest
rates.
In a period of recession, increased credit
availability and declining interest rates, to-
gether with the expectation of continuing
monetary ease, will tend to make employed
individuals more willing to spend and go in
debt for consumption and business purposes
and corporations more willing to maintain
dividend payments even though borrowing
is required to provide for plant and equip-
ment outlays. Both individuals and corpora-
tions will be encouraged by the greater cer-
tainty of credit availability and capital gains
on assets held to rely on sales of such assets
if necessary to meet future needs. Added to
all this will be a growing confidence that de-
clines in incomes and prices will be checked.
Relatively low levels of interest rates on
prime assets under such circumstances may
encourage savers to invest in lower grade,
higher yielding securities.
EFFECTS TRACED BY CATEGORIES OF ECONOMIC
ACTIVITY
Gross national product of an economy may
be divided for analytical purposes into cate-
gories of investment and consumption.
Credit and monetary policy actions influence
activity in these areas in varying degrees.
For illustrative purposes it may be helpful to
outline the effects of credit tightening on
spending for broad categories of goods and
services. The effects of credit easing would
be generally the opposite of those for credit
tightening. The discussion will be limited
primarily to the initial and direct effects of
credit and monetary action. No attempt will
be made to relate to special economic sectors
the pervasive indirect effects of such action.
Gross private domestic investment. New
construction is ordinarily financed to a con-
siderable extent through long-term credit.
The volume of expenditures for this purpose
is thus subject to substantial direct influence
through credit measures. This is true of out-
lays for housing and for business construc-
tion, but perhaps most particularly for hous-
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ing. In addition to the direct restraint
through reduced credit availability, the effect
of rising interest rates on capital values and
on profit expectations is a restrictive factor
in the construction area.
Since producers' durable equipment is
frequently bought on credit, reduced avail-
ability of credit curtails such purchases. For
some producers' goods the credit period is
typically long and the interest rate is an im-
portant cost consideration. Interest cost is
particularly relevant in connection with in-
vestment in heavy, long-lived equipment.
The effect of rising interest rates on capital
values and in changing the relationship be-
tween prices of existing capital assets and the
cost of producing new assets is also of con-
siderable significance here. In the purchase
of some other types of equipment, credit
is usually shorter term, and here the factor
of interest cost may be less important, al-
though less ready availability of credit is a
deterrent to borrowing.
Changes in business inventories are influ-
enced to an important extent by reduced
availability of credit, for inventory investment
is heavily dependent on short-term credit.
There is usually a close business relationship
between bankers and inventory borrowers,
and changes in the credit climate will be
quickly reflected in bankers' advice to bor-
rowers to proceed cautiously. In addition,
the mere existence of a policy of credit re-
straint will help to reduce the expectation
of rapid price advances that encourage inven-
tory speculation.
Personal consumption expenditures.
Automobiles, household appliances, furniture,
and other durable goods are frequently
bought on credit, and limitation on the avail-
ability of credit will reduce such outlays. In-
terest rates in the credit market, however,
have relatively little bearing on credit charges
to consumers where credit is available. Be-
cause of general credit tightness, nevertheless,
credit grantors will need to place greater em-
phasis on the creditworthiness of borrowers
and on the terms on which the credit is ex-
tended. This change in lenders' attitudes will
exclude some borrowers from the market, and
the existence of some credit tightness will
encourage others to postpone durable goods
purchases if they expect lower prices later.
Credit is not a key factor in purchases of
nondurable goods, although credit restraint
may indirectly curb such expenditures by
making it necessary for consumers to use
more of their available cash and less credit
for housing and for durable goods purchases,
thus curtailing the money available for spend-
ing for other purposes. Also, merchants, be-
cause of reduced access to credit and higher
interest costs on carrying charge account re-
ceivables, may screen applicants for such
accommodation more carefully and pay more
attention to prompt collection of outstanding
accounts. Credit tightening will further
have some influence on nondurable goods
purchases through its encouragement of sav-
ing, which will presumably reduce buying
of these as well as other goods, and through
its effect in reducing the expectation of price
increases, which will lessen advance buying
of goods.
Since services are usually not bought on
credit, credit tightness will have relatively lit-
tle direct effect on such spending. Expendi-
tures in this area will be affected indirectly
in ways similar to the effect on spending for
nondurable goods.
Net foreign purchases. A restrictive credit
policy will tend to reduce the dollar volume
of United States imports. Effects upon ex-
ports will be mixed. To the extent that re-
straint of domestic demands reduces prices,
some United States materials and products
may become more attractive to foreign buy-
ers, and exports may be stimulated. On the
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other hand, foreign purchases in this country
may be reduced if short- or long-term credit
in this country is restricted and if no alter-
native means of financing such payments are
available. On balance, the over-all short-run
effect on United States export-import trade
is difficult to predict.
International movements of liquid funds
to this country in response to interest rate in-
creases or to changes in the outlook for sta-
bility in the United States economy might be
substantial. If so, they would tend to be re-
flected in a flow of gold to this country, which
would ease the credit situation somewhat un-
less offset by reserve banking action or other
factors. Such movements of funds would
tend, however, to tighten reserve positipns
abroad and might lead to restrictive credit
developments there, assuming that inflation-
ary pressures were world-wide. This would
curb foreign demand for goods and reduce
foreign purchases of goods in this country.
Government purchases of goods and serv-
ices. The general availability and cost of
credit, particularly in the long-term capital
market, has an influence on the timing of
State and local government outlays which
require credit. The outlays of the Federal
Government are influenced considerably less
by the availability and cost of credit.
SECONDARY EFFECTS
The effects of changes in credit conditions
on lending, spending, and saving discussed
in this article are their initial and more di-
rect results in combating excess or deficient
demand and resultant inflationary or defla-
tionary pressures. These initial effects are
succeeded by secondary effects which may be
of great importance. If credit becomes
tighter, for example, initially less money is
paid out to consumers at a time when addi-
tional money income would merely increase
prices without expanding the supply of
goods available. As a result, there will be
less to spend for goods and services in later
periods, and accordingly an abatement in
further pressure of demand against the sup-
ply of goods. Curtailed spending for con-
sumer goods and other finished products in
turn will have a dampening effect on the de-
mand for machines and other producers'
equipment to make them. Consumers and
investors may anticipate these secondary ef-
fects and, through their attitudes and actions,
may bring them about more promptly and in
greater amount.
MAGNITUDE OF INTEREST RATE CHANGES
Interest rates, as the prices paid for credit,
perform the important function of influenc-
ing the flow of funds into various channels.
They also serve as a basis for establishing the
present value of any assets which are expected
to provide income over a succession of years.
Changes in interest rates constitute signals
and incentives by means of which demand
for funds is kept in balance with supply.
Thus far the discussion has been carried on
without specific reference to the magnitude
of interest rate changes. As has been ex-
plained, a tightening of credit involves an
increase in interest rates; an easing of credit,,
a decline in interest rates. Higher interest
rates tend to eliminate some marginal de-
mand for loans. At the same time the in-
creased interest rates, combined with capital
losses on assets and a change in business ex-
pectations, make lenders more selective in
their lending activities and spenders in gen-
eral less willing to spend. Conversely, lower
interest rates tend to increase marginal bor-
rowing, to encourage lenders to expand into
lower grade securities, and to make spenders
generally more willing to spend.
The magnitude of interest rate changes
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necessary to bring supply and demand for
funds into equilibrium and to retard the de-
velopment of inflation or deflation depends
on many factors. This section will give some
examples of these factors, with specific refer-
ence to their operation in periods of tighten-
ing credit conditions.
Kinds of interest rates. There are many
interest rates because there are many kinds
and grades of loans and investments. They
are all related to one another in some degree
and reflect in varying measure the relation-
ship in the market between the demand for
credit and the supply of funds available for
lending and investing.
In a free enterprise system, interest rates
are established by the interplay of market
forces. Traditionally, reserve banking influ-
ence is directed to expanding or contracting
the supply, availability, and cost of Reserve
Bank credit as needed to maintain general
economic and financial stability. This activ-
ity necessarily affects the supply, availability,
and cost of other credit. The Reserve Bank
discount rate has a relationship to the cost
of credit generally. Since Reserve Bank ad-
vances are extended on short-term paper of
prime quality, the relationship between the
SHORT-TERM INTEREST RATES
discount rate and other market rates is closest
in the short-term prime credit area.
Under present conditions in the United
States, Government securities play a key role
in the credit market. The market rate on
Treasury bills is the most sensitive index of
changes in credit market forces, including
particularly changes in commercial bank re-
serve positions. Other short-term interest
rates usually have generally similar move-
ments. When credit and monetary demands
expand and member bank borrowing at the
Reserve Banks increases, rates on short-term
Government securities tend to rise, and this
tendency toward higher rates is in turn
transmitted to other credit markets. The dis-
count rate is adjusted or not in accordance
with the judgment of the Federal Reserve as
to the general economic situation and the
strength and soundness of credit develop-
ments. The relation of the discount rate
to other short-term interest rates since the
First World War is shown in the chart.
Long-term rates generally rise when short-
term rates rise and decline when short-term
rates decline. The tighter or easier credit
conditions which accompany changes in busi-
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long- and short-term fields. Moreover, for
some lenders the long-term markets for credit
are competitive with the short-term markets.
While short- and long-term rates generally
move together, the change in long-term rates
is ordinarily smaller in magnitude than that
in short-term rates. Lenders generally expect
extreme levels of short-term rates to prevail
for only a short period of time. Since the
current yield on long-term securities will be
received until the maturity of the security, a
relatively small change in long-term rates
will restore the competitive relationship.
Moreover, as already noted, when yields rise
the capital loss incurred on long-term secur-
ities may serve to check sales and thus moder-
ate the rise in long-term yields. Short-term
paper, on the other hand, is generally held
by both banks and nonbank investors for
the express purpose of adjusting to changed
requirements for funds and hence tends to
be sold or bought as cash assets temporarily
fall below or rise above desired levels.
In recent years, long-term rates have been
constantly above short-term rates, but this has
LONG-AND SHORT-TERM INTEREST RATES








NOTE.—Annual averages of monthly figures. High grade
corporate bond yield series comprises Standard and Poor's Cor-
poration series on high-grade railroad bonds through 1919,
Moody Investors' Service series on Aaa railroad bonds for
period 1920-29, and Moody series on Aaa public utility bonds
beginning in 1930.
not always been the case. The chart shows the
relationship since 1900 between the commer-
cial paper rate and the yield on long-term
corporate bonds.
Influence of general economic and finan-
cial factors. The extent of interest rate in-
creases under conditions of credit tightness
will depend on the entire economic back-
ground at the time. To understand that
background calls for careful consideration of
many questions. For example, how strong
are the credit demand pressures? By what
forces are they being generated? How ex-
tended or overextended is the underlying
economy itself? How optimistic is the cli-
mate of business expectations ? And always,
in appraising the possible response of inter-
est rates to a general tightening of credit, it
is necessary to take into account the estab-
lished organization of the credit market and
the investment and operating experience of
the institutions which make up this market.
Under some circumstances, reserve bank-
ing measures involving only minor increases
in interest rates would be adequate to re-
strain undue credit and monetary expansion;
with another background, effective credit and
monetary policy would require pronounced
increases in rates.
The response of the economy to reserve
banking action will depend in part on the
habits and patterns of financial management
built up over the preceding months and years.
Restrictive action, for example, may be effec-
tive with relatively small increases in interest
rates if existing interest levels have prevailed
for some time. Under these circumstances,
institutional investors will be doing business
on the assumption that interest rates will re-
main substantially stable and that conse-
quently securities may be sold without sig-
nificant loss. To these investors and to a
great many others, a tightening of credit will
introduce new problems of liquidity and
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bring about a retrenchment in their activities,
including their commitments to grant credit
at some future time. In the light of exten-
sive past experience, uncertainty regarding fu-
ture interest-rate increases will promote cau-
tion among lenders as long as demand for
credit continues strong.
The absolute level of interest rates prevail-
ing at a given time and the range of variation
in interest rates for various kinds and grades
of credit are other factors influencing the ex-
tent to which a given credit action may cause
interest rates to change. A given absolute
increase in rates, for example, has a more
depressing effect on the capital values of
prime long-term investments if they are cap-
italized on the basis of a 2
l/2 per cent rate
rather than at 4 per cent. More significantly,
if the spread between the rate on prime pa-
per and the rates on secondary grade credits
has been small, the impact on capital values
of a given increase in prime rates will tend
to be carried more quickly throughout the
entire credit market than if a wider spread
in rates has prevailed.
The effect of a change in interest rates de-
pends also on the total volume of those types
of assets having market prices that will re-
spond quickly to such a change. The larger
this volume is, the greater and more imme-
diate will be the impact on the entire econ-
omy of a given interest rate movement. On
balance, developments in the American
credit market in the past 25 years, including
particularly the large expansion in market-
able public debt, have increased the impor-
tance of assets having prices that move
promptly with interest rate changes.
Influence of special credit conditions.
Institutional and other factors that exist in
the credit market at a particular time can
have a big influence on the responsiveness of
the economy to credit tightness and on the
size of interest rate increases that credit
tightness will bring about. In 1928 and 1929,
for example, speculation in the stock market
had raised stock prices so high that equity
capital was available to corporations on more
attractive terms than debt capital. The cost
of debt financing (the long-term interest
rate) was increasing, but a corporation could
sell stock on such favorable terms that this
became the favored method of financing. In
this period corporations relied heavily on the
equity market for capital. Investors on their
part were attracted into equities by prospects
for future gains, even though yields on high-
grade bonds were higher than those currently
obtainable on stocks. The stock market boom
in those years was based largely on margin
trading financed heavily in the brokers' loan
market, mostly by nonban\ credit (loans to
brokers and dealers for the account of others).
Interest rates of 9 per cent or more in this
market did not prevent a large volume of bor-
rowing for speculation in stocks.
Under such circumstances, credit actions
taken to restrict the general availability of
credit could not easily be made effective in
curbing an unsustainable speculative boom
in the stock market except by affecting eco-
nomic activity in general and in that way
making investment in equities unprofitable.
Despite the decline in long-term interest
rates in the downturn that followed the
eventual stock-market crash, long-term bor-
rowing was still considerably less attractive
than the equity financing that had been avail-
able to many prime borrowers in 1929. Leg-
islation designed to prevent a repetition of
this situation authorized the Federal Reserve
through margin requirements to regulate
the use of credit in the stock market.
Under other and quite different circum-
stances, restraint on credit may have a sharply
restrictive influence before the interest rate
rise has been large. For example, when a
large amount of business financing is being
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done in the bond market, investment under-
writers and security dealers need to carry a
substantial inventory of bonds. For these
institutions the ratio of capital to this inven-
tory is typically small, and their operations
are heavily dependent on the use of short-
term bank credit. Moderate increases in in-
terest rates cause the value of their inventory
of bonds to decline, put their capital positions
in jeopardy, threaten their creditworthiness,
and cause them to reduce the volume of new
flotations of securities that they are willing to
undertake.
To give another example, in the spring of
1951 the mortgage market was particularly
sensitive to a moderate increase in long-term
rates. This was because major lenders were
overextended in their lending commitments.
In response to the change in the credit situa-
tion at that time, and the uncertainty as to
future interest rate and security price levels,
these lenders reduced sharply their commit-
ment activities in mortgage financing and to
some extent in other financing also. This
brought about some limitation on the volume
of their lending, which up to that time had
been running substantially in excess of the
funds they had from repayments of old loans
and new savings, with the difference made up
by sales of Government securities which in
turn had been purchased by the Federal
Reserve at supported prices.
CONCLUDING COMMENT
This article has described the way in which
a general tightening or easing of credit, with
accompanying changes in interest rates, may
function to help maintain economic stability.
It has not dealt with the many forces, other
than credit and monetary forces, that cause
instability. It has taken for granted that
credit and monetary measures are not the
only reliance of public policy in sustaining
economic balance.
The discussion has largely focused on the
broader effects of credit tightness and rising
interest rates on lending, spending, and sav-
ing. The mechanism of credit ease is in gen-
eral the opposite of credit tightness. The re-
sponse to credit easing, however, is greatly
influenced by cyclical or other prevailing
circumstances, and the effectiveness of credit
easing in checking monetary contraction and
in bringing about resumed growth in eco-
nomic activity depends greatly on earlier ef-
fective reliance on credit tightness to limit
excessive credit and monetary expansion.
In considering the mechanism of credit
tightness and related interest rate increases in
counteracting unsound business booms, it is
important to bear in mind the alternative to
such developments. To avoid credit tight-
ness it would be necessary to supply addi-
tional funds to meet all demands, even
though they might be excessive from the
standpoint of the maintenance of stable eco-
nomic progress. In a free enterprise economy,
decisions regarding the use of purchasing
power are made by the individuals who re-
ceive incomes and have savings, rather than
dictated by government. The extent to which
it is possible to devote resources to expansion
of productive capacity and the stock of hous-
ing and commercial construction without
generating excessive, inflationary bank credit
and monetary expansion depends largely on
the combination of individual decisions to
save and to dissave—on the aggregate volume
of saving. When savings are very large, as
they ordinarily are in this country, sustained
expansion is possible in substantial volume
without an excessive and unstabilizing
growth of credit and money.
Reprints of this article are available upon
request from the Division of Administrative
Services, Board of Governors of the Federal
Reserve System, Washington 25, D. C.
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